


Institutional Archive of the Naval Postgraduate School 





Calhoun: The NPS Institutional Archive 


DSpace Repository 


Theses and Dissertations 


1971 


1. Thesis and Dissertation Collection, all items 


Federal tax legislation and the stock option. 


Morgan, Richard Escott. 


George Washington University 


http://ndl.handle.net/10945/15719 


Downloaded from NPS Archive: Calhoun 


ai | pune 
mM \ LIBRARY 


http://www.nps.edu/library 





Calhoun is the Naval Postgraduate School's public access digital repository for 

research materials and institutional publications created by the NPS community. 

Calhoun is named for Professor of Mathematics Guy K. Calhoun, NPS's first 
appointed — and published — scholarly author. 


Dudley Knox Library / Naval Postgraduate School 
411 Dyer Road / 1 University Circle 
Monterey, California USA 93943 


FEDERAL TAX LEGISLATION AND THE 
STOCK OPTION 


Richard Escott Morgan 











FEDERAL TAX LEGISLATION 
AND 
iitieronOeck OF TLON 


By 


Richard Escotrt Morgan 


i} 
i] 


[ beenewloweecr Sctence in Business Administration 


Drexel Institute of Technology, 1955 


A Thesis Submitted to the School of Government and 
Business Administration of The George Washington 
Emrversity in Partial Fulfillment of the 
Requirements for the Degree of 
Master of Business Administration 


= 


pe 


Many semmno/.0 
Thesis Directed By 
Richard A. Barrett, MBA 


Peaeogerarereroressor of Business Administration 








INTRODUCTION 


Smee il ER 


ieee oC OPTION IN THE EXECUTIVE 
COMPENSATION PACKAGE 


imi LOC 


ie. ® 
INC 


is. CREATING A NEW DEMAND 


Stock Option Defined 

Findings in Large Firms 

Gains from Stock Options 

Options and Federal Legislation 
Restricted Versus Qualified Options 
Nonstatutory Options 

summary 


eet Oh Sea Dern L[o6ge tax REFORM ACE 


TABLE Of CONTENTS 


Pro@gienonewor the Act 


Cheatees that Aifect Stock Options 
The Act and Restricted Options 
The Act and Investment Interest 
A Cost-Benefit Analysis 

summary 


Nae 


Contribution to Growth 
Destruction of Incentives 
Further Fetters 
Increasing Disillusion 
Rationale for Change 
summary 


Reform 


The Transition Periods 
Demand for New Compensation Elements 
summary 


ie 6C ONCLUSION 


Peo LOGRAPHY 


© 


eat 


ihe Saviek OPTION AS AN ENTREPRENEURIAL 


29 


9 


62 


76 


8 4 


"MN MeN a 


~*~ V2 ko 





LEBRARY 


MAVAL POSTGRADUATE SCHOOL 
MONTEREY, CALIF. 93940 


INTRODUCTION 


There 1s at present, considerable discussion concerning 
the nature and merits of stock option plans as supplemental 
means of compensation. One need only open a recent issue of 
Business Week, Fortune, Duns Review, or any other business 
oriented publication to realize that the stock option and 
other forms of executive compensation are of vital interest 
to the business community. This study 1s therefore an attempt 
to evaluate the stock option as an attractive compensation 
device in light of, and as affected by, federal tax legis- 
lation during the past 20 years. The research question to 
be answered is: How has federal tex legislation influenced 
corporate and executive interest in stock options during the 
period 1950-1970? 

Five subsidiary questions, keyed to Chapters I through 
1V¥V are as follows: 

1. What are stock options? What are their objectives, 
and how do they fit into the executive compensation package? 
Gemapter 1). | 

2. What effect did federal tax legislation have on 
the development of stock options during the 1950's and mid- 


mie0's? (Chapter 1). 








3. How great has been the impact of the 1969 Tax 
Reform Act on stock option plan desirability for the indi- 
vidual executive and for the corporation? (Chapter ITI). 

4. How has tax legislation affected the entrepre- 
neurial incentive value of stock options? (Chapter III). 

5. What new stock option practices or related programs 
have emerged in 1970 as a result of the 1969 Tax Reform Act? 
(Chapter IV). 

Why discuss stock options today? The use of stock 
options in the corporate compensation package has received 
Tae, publicity following enactment of the 1969 Tax Reform Act. 
Various provisions of the Act have a marked effect upon the 
present and future attractiveness of the stock option. "It 
is very pcssible that those in vogue today will be passe in 
five years wt 

By far, the greatest amount of material for this re- 
search paper has been drawn from periodicals. Very few 
recent books have been published on the subject of executive 
compensation, let alone stock options. This is probably 
attributed to the changing nature of executive compensation, 
which may tend to discourage professional contributions 
Meeli Zing this medium, By contrast, business periodicals 
keep the public and executives informed regarding the latest 
trends and developments in executive compensation. 


lEphraim P. Smith, “Happenings in Executive Compen- 
sation," Personnel Journal (May, 1970), p. 386. 





CHAPIER I 


eect tO Ao wrakl OF THE EXECUTIVE 


COMPENSATION PACKAGE 


The heavy progressive personal tax rates which have 
been imposed in this country since World War II have encour- 
aged corporations to seek out compensation arrangements for 
their executives which either qualify for capital gains tax 
treatment or which defer tax liabilities until the lower- 
marginal-bracket retirement years. In the 1950's and 1960's, 
stock options were a particular form of reward in this con- 
nection. 

Perhaps no incentive has ccme under sharper scrutiny 
in recent years than the stock option. Any discussion of 
meeek Options is necessarily complicated by the variety of 
stock ownership programs available for use within companies. 
Seeeicory and monstatutory stock options plans have been 
used with varying degrees of effectiveness to meet compensation 
and ownership objectives as defined or implied by management. 

Effectiveness varies for many reasons. Some programs 
have been installed without giving much consideration to the 
objectives the plan hopes to achieve. "A large Midwestern 


manufacturer, for example, installed a qualified stock option 





Muiatnon topeot a Seock funded profit plan and a bonus plan 
where part of the reward was deferred stock. The implied 
purpose of the option plan was to promote ownership of stock 
among key employees ... an objective that the other two 


Poms had already achieved."~ 


euoeck Option defined 

In essence, a stock option represents a corporation's 
offer to sell a specific number of shares of its stock to an 
executive at a stated price so long as he completes the purchase 
within a given period. It is a form of contingent deferred 
compensation--ccntingent because its value depends on what 
happens to the price of the stock during that period; deferred 
because the tax law imposes certain restrictions as to the 
timing of exercise and the realization of any gains therefrom. 
If the value of the stock decreases during the period, he 


2 Since hic vatllc weitees len 


Meeaenot buy, hence losing nothing. 
a plan lies in the future and is somewhat speculative, its 
worth as pure compensation or immediate reward cannot be 
readily determined, nor can it be related to current perform- 
ance. This, however, is incidental, for in many instances 
the primary purpose of stock options is to spur future 

lRichard E. Wettling, "An Up-to-Date Look at Stock 
Options and Their Use," Compensating Executive Worth, edited 
by Russell F. Moore, American Management Association (New 


mem, Vall Ballou Press, Inc., 1968), p. 127. 


AT Sica a Gye DG 


Perrormance rather than reward past deeds.° 

Management of Texas Instruments, Jncorporated echoes 
this purpose. "Although an individual's past performance 
inevitably presents a basis for determining his probable 
marked influence on TI's future performance, options are 
used as an incentive for future individual performance and 
are never used as a reward for past accomplishments." 
The stock option may be said to serve a variety of 
Other purposes.° 

1. It helps a company create adequate executive 
incentives and rewards. Today's tax rates, living costs and 
expenses incident to executive office render it difficult, 
1f not impossible, for managers to accumulate a large estate 
from savings out of current compensation. 

2. In making it possible for an employee to acquire 
a substantial stock interest, the stock option serves an 
objective long sought by shareholders; giving management an 
Mmllemerty Of interest with stockholders. 

3. The stock option involves no corporate expenditures 
of funds, and in fact, brings new funds into the business. 

33ohn R. Hyde, "The Total Management Compensation 
Package," Compensating Executive Worth, edited by Russell fF. 
Moore, American Management Association (New York, Vail Ballou 


mreess, Inc., 1968), p. 245 


| ee 1 Haggerty, "Incentives in Texas Instruments, Inc.," 
Incentives for Executives, edited by David W. Ewing and Dan 
H. Fenn, Jr. (New York, McGraw-Hill Book Company, Inc., 1962), 
fee 56. 


ie Pewmeue oencehild, "Financane Stock Purchases by 
Executives,' Harvard Business Review (March-April, 1957), p. 4. 





4. It provides a method for the smaller company, the 
gprowth company, the company with leverage stock, and the 
company unable to offer substantial cash rewards to compete 
for executive talent with large established business. 

BeOegiamOPLioNs are mot without risk to the executive, 
however, as market conditions of the past few years will 
attest. For in accepting them, he is gambling that he will 
profit more on the stock than by taking straight salary. 
Working for him in this expectation is the privilege, in- 
herent in the deferred nature of the transaction, of having 
some of the income taxed as a capital gain, an especially 
important consideration for executives in the upper income 
mieee Kets. 

For the corporation, stock option programs offer the 
attractive opportunity to provide substantial levels of 
Beeeencation WeMote waa rreetnOUctlownol Corpora re funds, ® 
especially when authorized but unissued stock is used. 
Certain newer companies with limited capital but good potential 
have even been able to attract entrepreneurial-minded exec- 
Mives from larger firms. A classical example occurred some 
years ago when a computer firm (Honeywell, Incorporated) was 
set up. With little ready cash, but with sound ideas, the 
nucleus of managers and specialists which was attracted to 


the firm succeeded in building a going computer business and 


OSmith, Personnel Journal, pp. 386-391. 





fusing 1fs stock option program to make themselves inde- 
Bently wealthy. / couch programs also have the advantage 

that the option can be awarded to employees under conditions 
named by the corporation. Qualified stock options, for 
example, obliging the executive to hold the stock three to 
five years in order to obtain a capital gain, tie him to 

tne company. 

Sceoc@opetens, Im Contrast tO most ether incentive 
programs, are designed to give executives a stake in the 
growth potential of the stock, and, as a special committee 
found in reviewing the General Motors option plan, thereby 
stimulate them to maximize their contribution to the long- 
term success of the organization. °® In some instances, it 
must be admitted, corporate earnings may increase substan- 
tially without resulting in any corresponding rise in the 
market value of the stock. And in times of a declining 
stock market, of course, options lose much of their incentive 
or attraction value. Nevertheless, in 1969, 394 of the 
"Fortune 500" companies offered their executives a stock 


@peion program.” 


Findings in large firms 


With some exceptions, larger options are granted to 


Wettling, Sempemsatineg Executive Worth, p. 129. 


Stbid., p. 128. 


Ssmith, Personnel Journal, p. 390. 





those who occupy the upper rungs of a company's organizational 
ladder. In addition to having a more direct effect on the 
company's long term success, these executives usually have 
more income with which to exercise their options. Ina 

recent study by the American Management Association's Exec- 
utive Compensation Service of the relationship between total 
purchase price of options held by 200 top-ranking executives 
and their annual total compensation, the number of years' 


compensation represented by the purchase price was as follows: 


Number of Years' Percentage of 
Compensation Executives 

Less than l ik 

i but less than 2 28 

Z outeless ethan 3 ZS 

3 but less than 5 13 

Se tieeress than 10 oie) 
UM etiewhess fitman a5 I 
15 but less than 20 Da 


Thus it would appear that for top executives, an option 
grant with a value equal to one to five times their annual 
compensation is not unusual. 

Since 1950, the restricted stock option has become a 

popular method of compensating the corporate executive. 


While stock options and stock purchase plans have been 
in existence since the early part of the century, they 


1Ouettling, Compensating Executive Worth, p. 143. 








were not widely used until changes in the Federal Income 
Tax .Law made possible increased benefits from such plans. 


Before 1950, the employee exercising stock options was taxed 
at ordinary income rates on the difference between the market 
price and the option price on the date of exercise. "This 
tax treatment afforded options little added attraction compared 
to salaries paid in cash. "14 

The tax law of 1950 liberalized the treatment of stock 
options and made them much more attractive as a means of 
compensation. Under this law, no taxable income is realized 
by the employee until the time of exercise of a restricted 
stock option. Income results only if the stock is later sold 
at a higher price. The attractiveness was further enhanced 
by the provision that if the stock thus acquired is held for 
a specific length of time, any gain resulting from the sale 
ms subject to capital gains tax only. The popularity of such 
compensation plans is evidenced by the fact that, "while only 
13.7 percent of the firms surveyed in 1950 by the American 
Institute of Certified Public Accountants, for its Accounting 
Trends and Techniques, utilized such plans, this percentage 
had increased to 75 percent in 1962."+° 

To determine the prevalence of the stock option plan, 
a base year of 1965 was selected for analysis, since by 1965, 

lleeorge Gpemoldren, “Stoek Gptions and Management 
meraciency,"” Financial Executive (June, 1957), p. 58. 


12thid., p. 59. 


13Tbid., p. 65. 
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Mew only were companies utilizing restricted stock options, 
but the qualified stock options brought about by the 1964 
Tax Reform Act were also in use. In a report issued by the 


14 ene clove 


National Industrial Conference Board, Incorporated 
1965 compensation of the three, highest paid executives in 
Seen Of 1,304 corporations, a fairly detailed picture of the 
level of stock option use in six major sectors of our private 
economy was disclosed. 

1. Manufacturing. Almost three fourths (559) of the 
manufacturers with securities on the New York Stock Exchange 
had a stock option plan in 1965. These options were somewhat 


more common among the largest companies, as shown below.t° 


Percent of Companies 


Cammemny, Sales Myvi th Stock Optron. 
LOO MaMa sand "OVED (.. 4 Mameeen sae Oo 
COmeme mmo nd lO. «6. Sey + Be eer mae oe 
Dy ee ROM Lf ON: <)> Maaco) ie a ee a IO 
WiiGemmcr omni VO 2 4.4 «. .aekmeeeee sa eno do 
Avon cMINMs, <a es) ac ce eae 0h dee a) eee 


2. Retail Trade. Almost three out of four (44) retail 
firms listed on the New York Stock Exchange had a stock option 
plan. Only 57 percent of the companies with sales under $100 

I4tHarland How) lop Executive Compeneauton, ©7506 


National Industrial Conference Board, Inc., Personnel Policy 
emeuay No. 204, pp. 3-/2. 





lS+hid., pp. 14-15. 





die 


million had a plan compared with 80 percent of the larger 
retailers.+® 

aeeceoecna Elecrtric Urmiarties. 9 Almost one quarter 
(27) of the utilities had a stock option plan. Only 16 per- 
cent of the companies with operating revenue of $100 million 
or more had a plan compared with 31 percent of the utilities 
with operating revenue under $100 million.1?/ 

4, Commercial Banking. Almost one quarter (40) of 
the banks had a stock option plan. Forty-five percent of 
the banks with deposits of $1 billion or more had a plan, 
compared with 36 percent of the banks with deposits of 
$500-$9939 millicn and 10 percent with deposits under $500 
million.t® 

5. Life Insurance. Twenty-eight percent (31) of 
the stock companies had a stock option plan (none of the 
meedeals, of course). Like utilities, but unlike the majority 
of most businesses, these plans were more common in smaller 
companies than larger companies. For example, 43 percent of 
the companies with premium income under $10 million had a 
plan, compared with 24 percent of the companies with premium 
income of $10-$49 million and 15 percent of companies with 


$50 million or more income.+9 


16Tpid., p. 53. 
> eee 
l8thid., p. 61. 


l3tpid., p. 66. 
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weretceyetarine, and Casualty Insurance. Thirty 
percent (i1) of the stock companies had an option plan (and 
wemienot the mutuals). Eight of the 10 companies with 
premium income of $200 million or more had a plan, compared 
with three of the 47 companies with less premium income. 29 
Arch Patton said in 1966, 
The loud wails that accompanied Congress's 1964 renee 


in ground rules governing options would have led one to 
believe that this device had lost all its attraction. 


The facts indicate otherwise. The 505 companies surveyed 
reported 340 option plans in 1965, versus 351 a year 
earlier, a dip of barely 3%. This means that the number 


of companies with such plans slipped from 69% of the total 
in 1964 to 67% last year--hardly a drop that indicates 
a devastating loss of confidence. 


More importantly, perhaps, new option plans filed with 
the New York Stock Exchange increased nearly one-third; 
from 107 in 1964 to 140 in 1965. When amended plans were 


added to new plans, corporate actions on stock options , 
in 19¢5 topped those of 1964 by a thumping 44 percent.’1 


Gains fron. Stock Options 

One of the more interesting sets of statistics on gains 
from stock options is developed by Sibson and Company in their 
Annual Compensation Survey. In 1970, this survey included a 
detailed analysis of the paper profit made through exercise 


of stock options by the top three executives in 150 companies 


from 1965 through 1969.*2 See Exhibit I. 


eae ee Pl - 72. 


2lanch Patton, “Top Executive Pay: New Facts and 
Figures," Harvard Business Review (September-October, 1966), 
fem o/. 

22Robpert E. Sibson, "Executive Pay: A Time of Dramatic 
Change," Nation's Business (November, 1970), pp. 92-96. 
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GAINS ROM STOCK OPTIONS 
















Executives’ Annual 
Salary/Bonuses 


Company's Annual 
Growth Rate 

























Hobo = 1969 Low Medium sla ealni 
(5% Growth) } (5-12% Growth)] (Over 12% Growth) 
CUlO> (000) (000) (000) 





22 5.0 $380 
230 350 
210 315 
190 280 
170 DEC 
150 215 
130 180 
110 145 

90 TO 
70 80 
50 45 


Aside from establishing a norm for capital income com- 
pensation in this period, the survey spotlights the influence 
of both company growth rate and company size on capital income 
compensation. During the years of bullish stock prices (1965 - 
iMod), price earnings multiples of rapidly growing companies 


tended to be higher than those of their more stable counterparts. 
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Thus, stock prices, and stock option gains, were driven up 
fii@em more rapidly in the faster growing companies. 
Furthermore, the top executives in smaller, rapid 
growth companies have tended to have almost artificially 
low salaries and bonuses, but large option grants. These 
companies require highly capable executives but many cannot 


afford high cash compensation. 


Options and federal legislation 

Stock option plans appeared in federal legislation 
with the Revenue Act of 1950, which defined a class of re- 
stricted stock options. The Revenue Act of 1954 stipulated 
that plans meeting certain requirements, concerning such 
items as timing and limitation of amounts held, could enabie 
an executive to report as a capital gain the difference 
between the option price and the fair market value at the 
meme when he sold his stock. The Act did not permit any tax 
deduction by the company on the transaction. 

The Tax Reform Act of 1964, which defined a new 
qualified class of stock options, substantially tightened 
the requirements: the option price must be at least the 
fair market value of the stock on the bate. 29 ears he dare aiO 7 GemclS 
percent of it; the option must be seeds within five 
years, not ten, if at all; to qualify for capital gains tax 


treatment, the participant must hold his stock at least three 





HES 


years, not two; this requirement has severely hampered the 
average executive's efforts to finance his purchase through 


normal bank channels. 72 


Shu okeX< Ma 61-5 on Oley elo or-luok mmo) ah\ Ame DME hat sie 
meaning those which do not meet the specifications of the 
Miernal Revenue Code, including bargain stock plans, options 
Zomindepemaent contractors, and options to employees by 
peeockholders, Nave become more popular, Although they lack 
some tax advantages of statutory plans, the time when the 
taxation will occur--the time of exercise or some future 
time--can be controlled by the terms of the plan, and at 
that time, the company is entitled to a tax deduction. 

Option plans have not been without opposition. Douglas 
Dillon, speaking as the Secretary of the Treasury during 
hearings before the Senate Finance Committee, said of the 
stock option: "We think that it is a wrong system, and we 
mimi, basically, it has no place .. . in our tax laws."?+ 
Other critics have been equally forceful. The AFL-CIO has 
charged, "They have left a trail marked by special privilege, 
hypocrisy, tax avoidance, inflationary pressure and stock 


n Zo 


market abuse. Also numbered among the opponents we find 


23Wettling, GCempenseatines Executive Wort. p. 732: 


24c+atement of the Secretary of the Treasury Douglas 
Dillon, Hearing Before Senate Committee on Finance, Part l, 
87th Congress, Ist Session (Washington Government Printing 
Office, 1962), p. 459. 


°?he Stock Option Scandal, Industrial Union Depart- 
Ment, AFL-Ci0O (Washington, D.C., 1959), p. 4. 
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Such diverse citizens as Thomas Watson, Jr., of International 
Business Machines, Nelson A. Rockefeller, Governor of New 
York, Senator Albert M. Gore of Tennessee, and Dean Irwin N. 
Griswold of the Harvard Law School. 7° Basically, these 
eritics felt that a stock option provides an executive with 
a free stock market ride without any risk. If the stock 
goes up in price, the executive, upon purchasing his option, 
will have a bargain purchase. As bargain purchases from an 
employer are normally considered income-taxable at normal 
rates, these critics declared, the logical question is why 
options renin preferential tax treatment. 

Opt.tons have also been challenged on the basis of their 
excesSive cost to the company. On the day a statutory option 
1s exercis2d by the executive, the company could sell the 
stock in tre open market for its fair market value. The cost 
to the company is therefore the spread between the price of 
the stock on the date of grant and its fair market value on 
the date of exercise for which the company has received no 
tax deduction. 

On the other hand, Henry Ford, II, has credited stock 
Serrons with being “one of the most efficient and effective 
methods for rewarding the corporate,.executive . . . one man- 


a 


ifestly fair to all parties concerne The Congress of 


| 26paniel M. Holland and Wilbur G. Lewellen, "Probing 
the Record of Stock Options," Harvard Business Review (March- 
Peet), 1962), pw Oo. 


2’ Henry rorimmiil, “Stock =Opeiems are in the Public 
Interest," Harvard Business Review (July-August, 1961), p. 4o. 





iy 


the United States has also given recognition to the need for 
a law that would provide incentive under high income taxes 
for those who are willing to risk either their capital or 
their management reputations and careers. The Senate Finance 
Committee, in approving the capital-gains provision of the 
merernal Revenue Code, defined the stock option purpose in 
ese words: 
Employee stock options are frequently used as incentive 
devices by corporations who wish to attract new manage- 
ment, to convert their officers into partners by giving 
them a stake in the business, to retain the services of 
executives who might otherwise leave or to give to their 
employees generally a more direct interest in the success 
of the corporation. 
Critics, however, contend that even though condoned by the 
Menpress, the stock option is morally wrong for any or all 
of the following reasons: 
1. It is discriminatory and inequitable in application. 
2. it is structured and administered by the few who 
derive the benefit. > 
3. It does not serve the intended purpose. 3 
In a number of instances, shareholders have attacked 
compensation by stock option as unreasonable. They have been 
almost uniformly unsuccessful. The courts may agree with the 
plaintiff-shareholder that an increase in the market price of 
the stock from the date of grant to the date when the option 
price is exercised is not indicative of the value of an 
28pnomas M. eae Une) Valicw en ReteciGlOpilons, iho 
centives for Executives, edited by David W. Ewing and Dan H. 
Fenn, ur., (New York, McGraw-Hill Book Company, Inc., 1962), 


fee oo. 


2JTbid., p- 99. 
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executive's services. However, they are not willing to 
measure the amount of compensation by the after-grant in- 
crease in the stock's market value. Rather, the judicial 
attitude seems to be that if the option arrangement is 
reasonable when adopted, the fact that, in hindsight, it may 
seem generous, is irrelevant. The stock option appears now 
to be accepted, and generally, beyond serious challenge 

from a legal point of view if the law of the state of incor- 
poration concerning issuance of options is carefully fol- 


lowed. 39 


Restricted versus qualified options 

The 1954 Revenue Act established a set of conditions 
which must be met if an option is to be classified as re- 
stricted. The major requirements may be summarized as follows: 

1. The option price must be at least 85 percent of 
the fair market value of the stock on the day of grant. 

2. By its terms, the option cannot be exercised after 
ten years from the date of grant. 

3. With the exception of a special 110 percent pricing 
rule, no options can be granted to an executive who owns more 
tiem 10 percent of the total voting power or value of the 
corporation. 

4, The option, by its terms, 1s exercisable only by 

S0Waiter S. Reurschild, “Besall Problems Of Executive 
Compensation," Compensating Executive Worth, edited by Russell 


F. Moore, American Management Association, Inc. (New York, 
foi Ballou Pressmmume.. 1968); pp. 195-196. 
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mie employee or, in the event of his death, by his bene- 
ficiaries or estate. 31 

Vinieecmra e.@eChelonan  dacencinga LO ocetiem H2l or 
ioe i955 Act, if the recipient of a restricted stock option 
fises NOt sell the stock for two years after the date of 
exercise, he will receive preferential tax treatment. Any 
pPeoiit he realizes on the transaction above the fair market 
fave Of the stock on the date of grant will be taxed as a 
Capital gain. 

The 1964 Tax Reform Act created two new categories of 
stock option plans to replace the restricted stock option, 
"which has been the basic framework for stock options granted 
to top executives and other key employees since 1950. One 
of the new stock option types was the qualified stock option 
which appiies if a company grants options only to key em- 
ployees."°4 

Here follow the key factors which must be taken into 
consideration in structuring a qualified stock option plan 
to meet the requirements of the 1964 Tax Reform Act. 


1. The plan requires stockholder approval. Although 


stockholder approval was not a requirement for options prior 


Siuettling, Compensating Executive Worth, pp. 130-131. 


S2phe other type is the employee stock purchase plan 
which the company would use if it were willing to grant options 
to essentially all employees. See "Employee Stock Purchase 
mmc, lhe Contememee Board Record (september, 1966), p. 23. 
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bemi964, Test companies did present their plans to stock- 
mesders. In this instance, the 1964 Tax Reform Act merely 
formalized existing practice. 

2. Options must be granted within ten years. Options 
to purchase shares authorized under the plan must be granted 
within ten years from the date when the plan is adopted or 
the date when it is approved by the stockholders, whichever 
Seeurs first. 

3. Options must be exercised within five years. This 
restriction, combined with the requirement that options must 
be granted within 10 years, places a maximum life on any one 
Option program of 15 years. 

4. The holder of the option must be an employee. This 
restricticn prevents the use of qualified stock options as a 
device to compensate independent contractors. 

5. The amount of stock already held is limited. 
Generally, no stock option can be granted to an executive if 
he possesses more than five percent of the total combined 
voting power of all classes of stock issued by the corporation. 

6. ohares must be held for three years. Under the 
1964 amendments, the holder of the option must not sell or 
transfer his shares for a three-year period beginning the day 
after the date of transfer following his exercising the option. 

7. Old options must be exercised first. This re- 


quirement precludes the possibility of an executive's 





Hall} 


exercising only his newer options in the event the per-share 
value of his company's stock has fallen and he has older, 
higher-prices options still outstanding. 

The qualified stock option is different in many re- 
spects from the restricted stoek option, but the two most 
important differences are these: (1) Under the qualified 
plan, the executive must hold the stock at least three years 
in order to get the full capital gains; under the restricted 
stock option plan, he had to hold the stock only six months 
after the purchase and only two years after the grant of the 
option; (2) Under the qualified plan, an executive has only 
five years after the date of grant to exercise an option: 
under the restricted stock option, he had ten yeans.°° 

The 1964 Tax Reform Act had the effect of "freezing" 


the further use of restricted stoc< options and substituting 


qualified options and stock purchase plans in their place. 


Nonstatutory options 


During the 1950's, restricted stock option plans came 
into their own, and by the early 1960's approximately two- 
thirds of all listed corporations had some sort of stock 
Ber1on program. In the mid-1960's, the additional restrictions 
imposed on statutory options by the 1964 Tax Reform Act 
focused attention by many companies and consultants on 


3 SHapland besemloo6 National tngustrial Conierence 
feard, I[nc., p.« 6b. 
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Hemstatutory stock option programs. °! 


A nonstatutory option includes any type of compensation 
which fails to meet the requirements of a qualified plan. 

As an example, a nonstatutory plan can be structured so that 

the option period can extend beyond five years, the stock is 

offered at less than its fair market value, or the three year 
holding period need not apply. 

Although nonstatutory option plans offer a company 
considerably more flexibility in plan design, they do present 
a different series of tax considerations and problems. De- 
pending on how a plan is structured, the participant will 
generally incuran income tax liability as compensation received 
either at the time of the option grant, in the year when he 
exercises the option, or sometime in the future. The company 
will receive a corresponding deduction. However, after this 
tax has been paid, the basis of the shares will be adjusted, 
and any further gain in an arm's length sale or transfer will 
be taxed as capital gains. 

The recent interest in nonstatutory stock options has 
centered around plans in which the options do not have a 
readily ascertainable fair market value at the time of grant. 
Plans of this Kind can be structured to provide an effective 
estate-building program, a partly tax sheltered form of com- 


pensation, or a combination of both. Through restrictions 


S4uettling, Compensating Executive Worth, pp. 130-131. 
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imposed on the participant, taxation of the options as com- 
pensation can be controlled to occur at the time they are 


feercised or sometime in the future. 


summary 

Stock options are a form of supplemental compensation 
which came into wide use in corporate executive pay packages 
following passage of the 1950 Revenue Act. The stock option 
became a very popular incentive for the executive primarily 
Decause of the favorable tax advantages it afforded. It is 
designed as a long-term incentive and is normally offered to 
executives in high decision-making positions in the enterprise. 
An option grant of five times annual salary is not unusual. 
Executive gains from stock options have been very impressive, 
Particularly in the faster growing industries. 

The stock option also provided an attractive opportunity 
for the corporation to offer executives substantial levels 
of compensation without a direct outflow of corporate funds. 
As a result, although stock option programs are found in most 
major corporations, they are primarily found in the larger, 
high-revenue companies of the manufacturing and retail-trade 
industries. | 

The first legal recognition of options was given to 
mime restricted stock option by the 1950 Revenue Act. further 


requirements were imposed by the 1954 Revenue Act. The 


ca 


ee 
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qualified stock option was an outgrowth of the 1964 Tax Re- 
form Act, and this option virtually replaced the restricted 
stock option as a prime motivator within most large cor- 
porations. 

Option plans have had considerable opposition, par- 
ticularly in the 1950's and early 1960's, mainly for their 
having preferential tax treatment and for the excessive 
costs experienced by the companies in administering the stock 
option program. Much criticism results from shareholders 
and public officials, who claim this form of compensation is 
unreasonable, discriminatory and inequitable in application. 
However, Congress has taken a very definite stand in support 
of the stock option by asserting that the top executive in 
men organization who is willing to risk capital, reputation 
and career, is entitled to some form of tax relief; the tax 
advantages on stock options in the 1950's and early 1960's 


mrerordaed this relief. 





CHAPTER. ui 
STOCK OPTIONS AND THE 1969 TAX REFORM ACT 


Provisions of the Act 

Much of the problem of the appeal of a stock option 
plan evolves from the Tax Reform Act of 19693 which has re- 
duced the attractiveness of both the restricted stock option 
and the qualified stock option. 

The Tax Reform Act is turning out to be a nightmare for 
both executives and for the companies they manage. It 
deals some devastating blows to certain forms of compen- 
Sation that have been widely credited with attracting 
and motivating executives. 
In the year since the Act was passed by Congress, many com- 
panies hav2 been altering their management compensation plans 
to avoid the brunt of these blows. There is no question that 
executives, particularly those in the highest levels, will 
be hurt by the new tax rules, and there is no telling what 
effect the changes in the tax law will have on the quality of 
business leadership. 

Shortly after the passage of the act, considerable 
enthusiasm was expressed regarding the "corporate executive's 
tax law. This misguided enthusiasm was excusable, since the 
act is very large and quite complicated and the full implications 


lapthur M. Louis, "Hidden Jokers in the New Tax Deck," 
Memtune (July, 1970), p. 100. 
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of its many provisions could not be grasped at once,."7 Now, 
one year later, the Tax Reform Act seems destined to provoke 


memagor revolution in executive compensation. 


@mangzes that affect stock options 

Because this thesis is devoted to stock option analysis, 
it seems appropriate to discuss the impact that changes re- 
sulting from this tax law will have on a typical corporate 
executive who occupies a top management position where part 


faees Compensation is in the form of stock options. 


Earned income.--The most common form of managerial earned 
income is cash salary, paid during or shortly after the year 
in which it is earned. There are several other types of 
executive compensation that are also considered earned income. 
For example: (1) cash or stock bonuses, if they are paid 
within a year after they are earned; in the case of stock, the 
tax would be assessed on the market value at the time the 
executives took possession; (2) cash or stock paid in install- 
ments over a period of years, if each payment occurs within 
a year after the executives! right to-it is no longer subject 
to a substantial risk or forfeiture; (3) cash or stock bonuses 
mee become vested within a year before being distributed in 
eeeeump sum. 

The earned income maximum can save a highly paid exec- 


utive considerable money, in taxes compared to previous tax 





éTbid., p. 100. 
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regulations provided his return isn't cluttered with a lot of 
max preference income as well. Suppose, for example, Exec- 
Mieve Jones reports taxable income of $150,000 on a joint 
meiurn and that he has no other income. During 1970, he would 
be in the 66 percent tax bracket, and his total tax bill would 
pmount to $76,980. In 1971, the maximum rate on earned income 
ms scheduled to decline to 60 percent. Since part of the 
executive's income, the top 50 percent to be exact, had pre- 
viously been taxed at more than 60 percent, he would pay a 
lower tax in 1971; the tax on that top $50,000 would drop from 
$31,800 under the old law to a flat 60 percent or $30,000, 
aeine 1971, for a savings of $1,800. In 1972, when the 50 
percent maximum rate is supposed to take effect, the top 
$98,000 of Executive Jones's income, previously taxed at more 
than 50 percent, would be subject to reduced rates: the levy 
Samehe top $98,000 would decline from $58,920 to $49,000. 

ies would bring the tax bill down to $67,060, or $9,920 less 


than he paid under the old law. 


Tax preference items.--The tax preference provision of the new 
act imposes a ten percent penalty tax on certain favored forms 
of income. Congress set up a double exclusion, to spare both 
those taxpayers who have only modest amounts of tax preference 
income, and those who pay substantial taxes despite their tax 


preference income. In determining how much of his tax preference 
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Mee@ome 16 subject to the penalty tax, an individual is en- 
iMmmeted LO exclude the sum of $30,000 plus the amount that his 
income tax would be if there were no tax preference items. 

Tax preference items are of considerable concern to 
Piemparticipants in a stock option program, particularly 
where qualified stock options are concerned. The difference 
between the exercise price and the market value of a qualified 
stock at the time it is purchased is considered a tax pre- 
ference item, and so is one-half of any net long-term capital 
gain. To illustrate, suppose the same Executive Jones decides, 
during 1972, to exercise an option to buy 13,000 shares of 
his company's stock at a price of $15 per share, at a time 
when the share has a market value of $25. The $130,000 
difference between the total purchase price and the market 
value of the stock would be considered tax preference income. 
After allcwing for the $30,000 exclusion, plus an exclusion 
equal to his $67,060 in regular taxes, he would still have to 
pay a penalty tax on $32,294. The outcome would be similar 
mee instead of exercising stock options that year, he were 
to sell previously acquired stock at a fat capital gain. 

But the tax picture for Executive Jones is not complete, 
mee tax preference income can offset the amount of earned 
income subject to the new maximum rate. The taxpayer 1s 
migiowed an exclusion here too, but 1t is limited to a flat 


650,000. Even after this exclusion, Executive Jones still 
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would be required to reduce by $100,000 the amount of his 
earned ‘nad qualifying for the 50 percent maximum. However, 
eel 598,000 of his earned income was subject to tax rates 
exceeding 50 percent under the old law. The $100,000 in tax 
preference income remaining after exclusions would be more 
than enough to offset the $98,000; thus the tax preference 
income would push Executive Jones's tax back up to $76,980 
from $67,060 precisely where it stood under the old law. 

By merely exercising his stock option, he would have incurred 
$13,214 in additional taxes, including the penalty tax 
C$75,980 - $67,060 + the 10 percent penalty tax of $3,294). 
Additionally, there is no guarantee that the stock will 


appreciate. 


Capital Gains.--The Tax Reform Act of 1969 has increased 
capital gains taxes for the highly paid executive. Under tne 
old tax law, only half of net long-term capital gains was 
taxable, and the maximum levy on this portion was 50 percent; 
er to put it another way, the total net gain was subject to 

a maximum rate of 25 percent. Now, only the first $50,000 of 
long-term net capital gains qualifies for the 25 percent 
maximum. Anything beyond that will be taxed up to 29 1/2 
percent in 1970, up to 32 1/2 pereent an 1972, and wp to 35 
percent starting in 1972. With straight salary scheduled to 


be taxed at a maximum of 50 percent, plus the penalty tax of 
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10 percent, many executives may find the advantages of capital 
gains too small to make the extra risks worthwhile. Under 

a qualified stock option plan, for example, the stock must 
Demimneld for three years after exercise to qualify for capital 
gains treatment; in the meantime, the stock could plunge. 

Returning to Executive Jones with $150,000 of taxable 
earned income; suppose his only other income consists of 
$300,000 in net long-term capital gains. Prior to the 1969 
Tax Reform Act, his tax on earned income was $76,980, while 
his tax on capital gains would have been at the old maximum 
rate of 25 Perce omns/ >, VCO hascutOtalatax baliuwouldmine 4 
come to $151,980. 

After the Act became law, the computation becomes much 
more complicated and the tax rises sharply. As previously 
shown, the top $98,000 of Executive Jones's earned income 
would come under the 50 percent maximum starting in 1972, 
causing his tax on earned income to decline to $67,060. How- 
ever, since there is capital gains income, one half of it is 
treated as a tax preference item. Even after allowing for the 
$30,000 exclusion, this would be more than enough to eliminate 
any benefit Executive Jones might have received from the 
earned income maximum. His tax on the earned income would 
come to $76,980, which is where it would have stood under the 
old law. In addition, after allowing for an exclusion of 


$97,060 (ie., $30,000 + $67,060 in tax that would have been 
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paid if there were no tax preference income), there remains 
$52,940 subject to the ten percent penalty tax; the penalty 
lee increased the tax bill by $5,29h. 

mic mExXxecCutlive Wones MicsmEo Cetermine: Ener ten 
memaining on his capital gains. The first $50,000 of capital 
gains would be taxed at the old maximum rate of 25 percent 
s© the payment on this portion would be $12,500. The $250,000, 
which is the difference between the stated capital gains 
of $300,000 and the $50,000 subject to the 25 percent rate, 
oma be taxed at rates up to 35 percent, and thus the total 
tax on $300,000 KEN I Gl Morse ete) 9515 (0110) 

Therefore, after all computations are taken into con- 
Sideration, it 1S possible to determine the total tax, based 
weene given assumptions for Executive Jones. The total tax 
bill which considers payments on earned income, the penalty 
tax, and the capital gains tax, would amount to $181,974, 
which is $29,994 more than Executive Jones would have paid 
under the old law. 

The above analysis conclusively proves a point; the 
top executive in American industry finds himself ina less 
favorable tax position as a result of the 1969 Tax Reform Act 
than he formerly was. A comparison with other forms of com- 


pensation is presented later in this Chapter. The total 


a +. 


SThis author is very grateful for the assistance ren- 
déred by Walter T. Windle, tax consultant to the Goodall Rubber 
Company, in helping to analyze the provisions of the 1969 
Tax Reform Act and for verifying the correctness of the tax 
calculations for "Executive Jones." 
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compensation received by Executive Jones is not unrealistic 
in today's economy. The firm of Sibson and Company devel- 
oped, in 19870, a management compensation study which covered 
Salaries of chief executive officers in 650 industrial com- 
panies which reflected the reasonableness of the figures 
utilized to compute Executive Jones's taxes. 

The figures take on added significance when they 
become large enough to reduce the earned income sheltered 
by the 50 percent maximum tax, thus showing more of that in 
the 1970, 70 percent tax bracket. What happens is that the 
higher the paper gain from exercising stock options, the 
bigger the tax bill on salary and »onuses. “Robert Sibson 
tells of one chief executive who, as the result of merely 
Peereising options, faced a total tax equal to 104 percent 
of his normal salary and ponuset 

Perhaps the most confusing aspect of the 1969 Tax 
Reform Act is that for the first time each of the elements 
affects the other. It is impossible to analyze the elements 


of executive compensation one at a time as was formerly 


possible. 


The Act and restricted options 
Most aspects of the stock option program have been 
treated thus far from the standpoint of the 1969 Tax Reform 
+Robert E. Sibson, "Executive Pay: A Time of Dramatic 
Change," Nation's Business (November, 1970), p. 90. 


-Louis, Ome p. OU. 
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Act with the exception of one: the restricted stock option. 
ine Meainvelement olf va mestieueted stock plansis an 
eereement by the employer corporation to either sell at a 
substantial discount or to give outright a specified number 
of shares of the common stock of the firm to certain of its 
employees.° In the absence of any restriction on the em- 
ployee's right to resell the shares, the difference between 
their market value at the time of the transaction and the 
price, if any, paid for them would be taxed immediately as 
ordinary income. 
Since restrictions are placed on resale, however--for 
example, the recipient may be prohibited from disposing 
of the stock for a period of five years on penalty of 
having to return the shares to his employer--and since 
tax administrative practices hold that such constraints 
preclude effective realization of the value of the 


securities by their nominal owner, no federal income 
tax is levied until the restrictions lapse. 





At that point, the employee is assessed a personal tax, and 
the corporation is permitted a corresponding deduction from 
its own income. 

Holders of restricted stock options, under the new 
law, will find themselves in a terrific quandary. They must 
decide within 30 days after the stock is transferred whether 
they will pay a tax at once, based on the market value at 

S George W. Hettenhouse and Wilbur G. Lewellen, "The 
Taxation of Restricted Stock Compensation Plans," National 
Tax Journal, Vol. XXII, No. 3 (September, 1969), p. 368. 

ve H. Rothschild and J. B. Salwen, "The Restricted 


Stock Plan Arrangement: A Practical Analysis of its Current 
tee." Journal of Maxation (June, 1968), p. 239. 
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mire Lime they got the stock, or whether they will wait until 
the restrictions lapse and pay a tax based on the market 
value at that time. While the maximum tax rate on earned 
income will apply to restricted stock, this benefit is more 
than offset by the fundamental’ change in the way the stock is 
taxed. If the executive is optimistic about the company's 
prospects, he has to assume that the stock will rise in value 
by the time the restrictions lapse; were that the only con- 
Sideration, he would almost certainly decide to pay his tax 
at the time he received the stock. However, if he pays the 
tax at that time, and later forfeits the stock, his payment 
will not be refunded. And even if the executive does not 
forfeit, he would be outsmarted if he decided to pay the tax 
at the outset and the stock then proceeded to decline in value; 
by waiting until the end of the restriction period, he would 
have been subject to a smaller tax payment. All of which 
sounds like a good argument for waiting until restrictions 
lapse before paying the tax--except that by then, the stock 
may have skyrocketed leaving the executive with an extra large 
tax bill.® 

If the executive gets full rights to the restricted 
stock and later sells it, he will be taxed at capital gains 
rates on the difference between the selling price and the 


market value at the time he chose to be taxed. This 1s 





Sr ouis, Pfonaia bucks) 05) eledeiby. 
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Similar to the tax treatment under the old law, which had 
executives paying capital-gains taxes on the difference 
Detween the selling price and the value that was taxed 
imoidtially. 

"it appears that the restricted stock option will be 
the chief casualty of the act .. . in the next year or two, 
meemost all . . 4 restricted stock option plane wilt vanish."9 

Thus, it can be said that corporate advisors have a 
new goal; that of shifting compensation into the more advan- 


tageous ."earned income" category and minimizing top executive 


tax preference items. 


The Act and investment interest 

There is another provision in the Act which also affects 
mie executive who 1s partially compensated by stock options 
and that provision covers investment interest. Virtually all 
executives who exercise stock options borrow part of the 
money which they sink into the investment. Interest paid to 
finance a stock purchase traditionally has been deductible in 
feet on an individual's tax return. But, an £972, the Tax 
Reform Act limits the amount of the investment interest that 
may be deducted in calculating one's tax bill. In the meantime, 
investment interest will be treated as tax preference items 
subject to the 10 percent penalty tax and may also have to be 


@etset against the amount of the earned income qualifying for 


Sibid., p. 100. 
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the maximum tax rate. Starting in 1972, investment interest 
Will no longer be considered a tax preference. 

This provision is not of interest to the average 
investor, but to the top executive with large holdings, it 
mena very important factor. For example, in a joint return 
me tlat sum of $25,000 in investment interest cGontinues to 
Bemacductible; the figure is $12,500 for separate returns. 
This means that if an executive is paying 8 1/2 percent 
interest annually on an investment debt as large as $294,117, 
me Can automatically continue to deduct the full amount of 
mmeerest (8 1/2 percent of $294,117 equals $25,000). In 
addition, he can deduct an amount of investment interest equal 
to the sum of his net investment income (such as dividends) 
and his net long-term capital gains. Finally, if the exec- 
utive's investment interest exceeds the sum of $25,000 plus 
the net investment income plus the net long-term capital 
gains, he still can deduct an amount equal to one half the 
excess, 

"By establishing a direct relationship between dividends 
and deductions, Congress was trying to encourage investments 
tmat provide immediate income .. . and therefore immediate 


1G 
ieee revenues." 


A cost-benefit analysis 


Drawing on the provisions Of theme hax erorm “eue 





SB) 
~J 


this writer has developed a cost-benefit analysis for various 
types of executive compensation elements. The intent was 

to ultimately rank the different stock options in relation 

me sother elements Of the pay package.t+ 

In analyzing the present situation, the following 
general conclusion has been reached: stock options are 
quite inefficient in a monetary sense. Although they re- 
ceived favorable tax treatment under the old law of marginal 
tax rates, stock options are inferior to current cash com- 
pensation in all but the very highest income classes. The 
Tax Reform Act provides lower marginal tax rates on earned 
income, and this reduction has decreased the ef Pilemeney ot 
stock options in the pay package. 

TO Simplity@thas disctissiOnessabeenlL1lOnats airec bred 
iemune COMparative Cost of rewarding several typical) Jexce- 
Mmeaves ina "typical" large corporation. What 1S a “typical” 
executive? Usually the age and income level are the most 
important determinants of the cost structure. Considered 
here will be a 50 year old executive in four income classes; 
meea00, $50,000, $100,000, and $150,000. The consolidated 
assumptions in four executive profiles, one for each income 
less, are shown in Exhibit II. The typreal executive has 
currently taxable income from investments or previously 

It, similar analysis was developed by George Hettenhouse 
and Wilbur G. Lewellen which reflected taxation prior to the 
1969 Tax Reform Act. See Wilbur G. Lewellen and George W. 


Hettenhouse, "Taxation of Compensation," The Journal of Tax- 
meron (September, [£9b9), pp. 160-1718 
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deferred income (or both) that amounts to 25 percent of his 
current compensation income. Additionally, the typical exec- 
utive generates tax deductions and exemptions comparable to 


Sener men in his income class.?¢ 


At retirement age of 65, 
the executive has earned a pension equal to 40 percent of his 
Career-average salary. At death, he leaves a gross estate 
equal to ten times his total pre-tax annual income, which is 
Mmimetaxed accordingly. Finally seit 1s assumed that he con- 
meders deferred benefits (pension plans and stock options) as 
relatively low-risk sources of income. Stock options intro- 
adue~e the most uncertainty into the current valuation of the 
pay package, and consequently, have been discounted ata 

rate appropriate for an equity investment. 

A "typical" company applies to the larger, publicly-- 
owned company that is listed on one of the major stock ex- 
changes. It 1s assumed that the company des a profit each 
year and is taxed at the marginal rate of 48 percent. 

What is the value of the reward an executive receives 
from a particular compensation device? In calculation of the 
reward, two steps were followed. First, the elements of a 
ey plan that accrue to an executive as a direct result of 
meme mplLoynchemwerce derermined.. Lomtenampike ws che. Valuc O02: ga 
stock option is limited to its potential for purchasing stock 
at a price under the then-current market price. Dividends and 


Letnternal Revenue Seryrice SGracismles of i1heome dard 
for married taxpayers filing joint returns, 1969. 
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price appreciation realized by the executive after exercise 
®t the option, on the other hand, aré available to any in- 
vestor purchasing a like number of shares on the exercise 
gece and hence do not count as compensation tO an executive. 
second, all the different elements were put on a comparable 
Basis. In other words, the differences resulting from dis- 
Similar tax treatment and time of receipt were accounted for 
by recasting all quantities in terms of their after-tax 
Mecesent values. 

Once the reward was determined, the cost was easy to 
crn . 

The costs include items that are not identified as costs 

in the accounting sense. For example, options and bar- 

gain sales of stock are not accounted for as deductible 

compensation; but realistically speaking, such trans- 

actions nonetheless represent a company cost, Since they 

dilute the collective wealth of the company's owners. 
Once all such elements of the cost were determined, they were 
placed on a comparable basis by computing their after-tax 
present values to the corporation. 

To summarize, then, the procedure boils down to finding. 
the after-tax, present value cost to the company of providing 
a given after-tax, present value benefit to the executive. By 
repeating this procedure for each element of pay, one can 
identify both the relative costs of providing a given reward 
and the relative rewards possible for a given cost. 


13) ewellen and Hettenhouse, The Journal of Taxation, 
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By way of illustration, suppose that an executive who 
1s currently 55 years old is granted a deferred pay contract 
that provides for a lump sum payment of $1,000 in the year 
following his retirement at 65. The contract also provides 
that in the event of his death, this payment will be made to 
his beneficiary on the date originally stipulated. The 
executive is likely to be in a 30 percent marginal tax bracket 
after retirement and his beneficiary is likely to be taxed 
at a 25 percent marginal rate. Mortality tables show that 
the probability of a 55-year-old male surviving for 10 years 


86.707 The net after-tax payment, therefore, will 


is roughly 
emeunt to $700 if paid to the executive and $750 if paid to 
his beneficiary. The expected payinent considering both 
possibilities is $700(.86) + $750(.14) = $707. Assuming that 
the executive has an after-tax opportunity cost of five per- 
cent per annum, the after-tax pres2nt value of this pay con- 
mmaet at 55 is §707/(1.05)18, or $434.03. So much for the 
reward. 

From the company's point of view, it must pay $1000 
in 10 years regardless of what happens to the executive. 
Since it can then deduct this payment against corporate in- 
@ome, the after-tax value of the asset it is transferring 
to the executive is only $520 (assuming the 48 percent tax 
rate). The cost, then, is the present value of this asset; 

I "This writer is indebted to Mr. I. Lee Atkinson, 
District Manager, Southwestern General Life Insurance Company, 


Alexandria, Virginia for providing the appropriate mortality 
@ables. 
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assuming an annual 10 percent opportunity cost, it is 
$520/(1.10)19, or roughly $200.46. On a per dollar basis, 
this cost 1s roughly $0.46 for each dollar realized by the 
eeccutive, that 158, $200.%6/s4s4.03 = Sa.uc. 

By applying the analytical procedure, described above, 
for each type of pay alternative, the alternative costs are 
malustrated in Exhibit III. Each figure in this exhibit 
represents the after-tax, present value cost the company 
incurs to provide each grade of executive with an additional 
after-tax award of $1.00. For example, it costs the company 
$0.72 to provide an additional dollar in salary and bonus 
to an executive aged 50 who earns $20,000 per year. Alter- 
natively, the company could provide the additional dollar 
by increasing his pension benefits--this would cost $0.536-- 
or by granting him a qualified stock option which would cost 
$1,071. The pay plans have been ranked by relative cost 
efficiency; thus one can identify the plan that entails the 
lowest cost per dollar of reward by identifying the plan 
with the highest rank within the income class. 

in the s20,000 classe "Curren® tata sane Bonus 
ranks ten, which means that there are nine less costly means 
of providing an equivalent reward. The conclusion, then, at 
least for this executive, is that current cash renumeration 
is a relatively undesirable vehicle for compensation. If 


compensation decisions were made strictly on the basis of 
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the economics of the transaction, current salary and bonus 
would be used quite infrequently. This, of course, is 
clearly not the case in practice. The tradition of salary 
and bonus rewards and, more importantly, the employee's 
need for some basic level of income on a current, liquid 
basis explains the predominance of this type of reward in 


existing pay packages.1° 


The whole purpose, of course, in 
deriving the statistics in Exhibit III was to ascertain, 
through a cost-benefit procedure, the attractiveness of the 
stock options to both the executive and the corporation as 

a result of the 1969 Tax Reform Act. There seems to be 
lattle question that the qualified and restricted stock 
options are not a very efficient form of compensation as far 
as cost to the company or benefit to the executive are 
Semcerned. 

The drastic change in the taxation of restricted stock 
options has produced a’rather curious result. As noted in 
Exmibit Il1, restricted stock plans, that are taxed when 
restrictions lapse, have a highly unstable cost performance 
across income levels, jumping from first to nearly last in 
mmeecost rankings. Fhe low cost of these plans tor low- 
income executives results from the fact that price appreciation 
in restricted shares is now taxed as compensation to the 
executive and hence is a deductible expense for the company. 

lSceorge W. Hettenhouse and Wilbur G. Lewellen, "The 


Taxation of Restricted Stock Compensation Plans," National 
lia UOUurnal (September, 1959), p. 367. 
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590 long as the employee's marginal tax rate is less than the 
mo percent corporate tax rate, each dollar in price appreciation 
in the restricted shares tends to further reduce the per 
dollar cost of reward.1® 

Additionally, the cost figures suggest that more 
companies will resort to bonuses and nonqualified stock 


options in the future for rewarding top executives. 


summary 

There were many revisions to management compensation 
plans in 1970, and most of the revisions had an important 
impact on corporate stock option programs. The major event 
which triggered this activity was the 1969 Tax Reform Act. 
While the 1964 Tax Reform Act reduced the attractiveness of 
the restricted stock option, the 1969 Act put the finishing 
touches on the restricted stock option and dramatically 
reduces the attractiveness of the qualified option, at least 
to the highly paid executive. 

From the individual executive's standpoint, new tax 
provisions which apply to earned income, tax-preference in- 
come, and capital gains have had a decided impact on the 
interest the executive has placed, and will continue to 
place, on the attractiveness of the stock Cmeuons cetera ly 
speaking, for the executive with earned income in the upper 


mieaqekets, with stock options and considerable long-term 


lOthid., p. 368. 
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capital gains, there is no question that, as a result of 
the 1969 Tax Reform Act, he will be paying much higher taxes 
than he would have under the old tax laws. The "Executive 
Jones" illustration conclusively proved this point. 

The Act virtually "killed off" the restricted stock 
option. Under the provisions of the Act, the executive 
must decide, within 30 days, whether to pay taxes on the 
market value of the stock at the time the option was exercised 
om at the time the restrictions lapse. This 1S a very 
difficult decision, and one which few executives care to 
make, since no one knows whether the stock will appreciate 
or decline by the time the restrictions lapse. If the stoc 
appreciates, it is to the executive's benefit to pay the 
taxes now. If the stock should decrease in market value, 
it would, of course, be to the executive's benefit to pay 
the tax at the time the restrictions lapse. | 

Stock options, as a result Of tneslI67 Ba kereum 
Act, are quite inefficient as a monetary compensation device. 
The executive and corporate management can readily see, 
based on developed alternative costs, that stock options rank 
very low in relative cost efficiency when compared with 
other elements of compensation. ah alts icemihetmeeettoe ie. Mesut 
of a cost-benefit analysis--finding the after-tax, present 
Pome cost to the company of providing a given atter-tax, 


present value benefit to the executive. 





Chigsaa iain aldol 
THE STOCK OPTION AS AN ENTREPRENEURIAL INCENTIVE 


No one is likely to suggest that the U. S. Congress 
would deliberately set about to eliminate one of the most 
powerful entrepreneurial incentives ever created: the stock 
Option. Yet, by passing the Tax Reform Acts of 1964 and 
1969, Congress substantially reduced the profit potential 
of options and thus, in effect, crippled what has claimed 
to be one of the principal motors of industrial growth in 
this country. Possibly Congress reacted primarily to man- 
agement's abuse of stock options in the years immediately 
following the legalization of restricted stock options in 
1950. Had they taken the time to consider the effectiveness 
in historical perspective, their action might have been 
different.? 

Although the effects of these tax laws are now be- 

ginning to become evident, the stock option's loss of 
power as a long-term incentive does not appear to be 
midely wmecogmuzed . . < antacl backed Sip by tne aumper 
of companies that renewed old stock option plans in the 


Spening MOmuns or 1970 as a nothing important had 
happened. 


leywin N. Griswold, "Are Stock Options Getting Out of 
Hand?" Harvard Business Review (November-December, 1960), 
iD ouionee 


"Managers Beyond the Fringe," Economist (February 21, 
me Oc oD. 69x 
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Contribution to Growth 
While there is certainly room for debate as to whether 
or not the widespread use of stock options contributed to 
fine expansion of U. S. industry after 1950, the fact remains 
that andustry did expand prodigiously over the last two 
decades. In the three years prior to the passage of stock 
option legislation (a period, incidentally, of post-war 
recovery, not of recession), the gross national product rose 
an average of 3.3 percent annually. Each three-year period 
Since 1950, except for the recession period around 1958, has 
Surpassed the pre-option level.? Furthermore, the rate of 
gain has increased with the passage of time, perhaps because 
time improved both the administration of options and man- 
agement's recognition of their incentive value. 
As companies became increasingly sophisticated in 
uSing options, the entreprenetrial incentive value 
of this compensation device ircreased. Indeed, it 
appears that Congress undercut stock options just as 
the usage oe Clube Seip tee iced incentive tool was 
reaching full flower. 
Obviously, not every recipient of a stock option grant 
immediately becomes a zealous entrepreneur, making ever- 
mmereasing profits for his employer. It could be that Tew 


executives are sufficiently motivated by options to signi- 


fmeantiy change the profit fortunes Of their respective 


3Paul A. Samuelson, Economics (New York, McGraw-Hill 
Peck Company, Inen, 1967)5 poplct 


4J. E. Wilson, "Let's Integrate Executive Compensation," 
Peeeonnel Journal (Aucust, 1970) 5 pao? 3. 
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companies. However, these few may have added significantly 
to the expansion of industry by providing the leadership 
for less motivated executives. 

A practical affirmation of the stock option's con- 
fmerpution to the nation's economy 1s presented by a group of 
companies located near Boston. 


Those familiar with the development of this microcosm 
along the 'miracle miles! of Route 128 are convinced 
that the incentive which made executive staffing of 
these new companies possible was the stock option, for 
salaries were deliberately kept low to minimize costs. 
Perhaps coincidentally, the electronics and R & D 
companies started their hegira to the newly constructed 
Route 128 in 1951, the very year after the restricted 
stock option was legalized. The executive and research 
talent reguired to expand this limited base was attracted 
by the capital gains lure of restricted stock options. 
Although it is clear that many of the 800-odd companies 
strung along Route 128 today were relatively well- 
estabiished when they arrived. many of the 70,000 emp- 
loyees in this complex came to their jobs because of 
fine availability Of Stock optienewat a Very .er1t1 eal 
juncture in their company's history. This includes 
many executives and researchers who left a big company 
or university to accept the low starting salary and 
risks of a fledgling enterprise. 


No one, of course, can determine how much our country 
stands to lose as a result of the new businesses that are 
not born because of changes wrought in the industrial en- 
vironment by the Tax Reform Acts. But every major industrial 


city--Los Angeles, Cleveland, Chicago, to name a few--1s 


surrounded by its equivalent of the Route 128 community. © 
o"Tnoentives: Jam Tomorrow," Economist (March 15, 
me69). pp. 69-/0. 
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Destruction of Incentives 

In hindsight, it is clear that the 1964 Tax Reform 
Act, by raising the holding period for capital gains treat- 
ment to three years and by reducing the option life span 
from ten to five years, partially destroyed the stock option 
as a major incentive. However, no one realized this fact 
because the "devastating portent of the 1964 tax act was 
concealed .. . by the continued rise in stock prices during 
the late 1960's. This perhaps helps to explain the generally 
myopic view of stock options prevailing long after its 
passage,"/ 

Senior executives, who had profited handsomely from 
their earlier options, felt it only fair, when old plans ex- 
pired, to offer the new qualified options to oncoming younger 
Executives. The latter, in turn, accepted the options in 
good faith because of the earlier profitability to their 
seniors. ® 

In 1969, just when the five-year option period of 
early qualified plans was expiring and options had to be 
exercised, the stock market slumped badly. The full disaster 
brought about by the 1964 Tax Reform Act was exposed by this 


collapse. Executives who had purchased optioned shares with 


funds borrowed at upward of nine percent or ten percent 


YT > ee Ol 


82. E. Sibson and R. A. Sbarra, "Pricing Together the 
Compensation Puzzle," Business Management (January, 1969), 
[fin 3. 
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maicerest suddenly found at necessary to sell-out to protect 
mheir loans. To illustrate: One senior executive exercised 
a 3,000 share option in late 1968, when his company's shares 
mere selling at $110. Since his option price was $52, he 
Borrowed approximately $156,000 to buy the stock. His pro- 
meetive margin of "paper" profit by this time was $174,000. 
By early fall of 1969, however, the stock price had slumped 
to $63 and his margin of safety had fallen to $33,000. He 
mien faced the agonizing decision of whether to sell or hold. 
By selling he would protect his loan but lose a capital 
gains opportunity and a certain amount of "face" with his 
fellow officers. Fortunately, he did sell, and made a 
modest profit, on which he paid an ordinary income tax, for 
the stock has since dropped below §50.° 

It has been estimated that perhaps half of all exec- 
utives who exercised options in the late 1960's were forced 
meececlining prices to sell their stock in self protection. 
Many more hold options priced substantially above today's 
market, and the first-in-first-out provision of the 1964 Act 
has them trapped. In other words, they cannot exercise a 
later, lower priced option until they have exercised the 
earlier, higher priced one. Thus, even before the 1969 Tax 
Reform Act, the incentive value of options was seriously 


compromised, at least among executives who were recipients 


Stbid., p. 37. 
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of the qualified options permitted by the 1964 law.7? 


Further Fetters 

ine Ite ax Retorm Act sade pic lma wal SiO meCectlN Gia t ln 
with stock options. However, the entrepreneurial incentive 
value of options was indirectly undermined by two aspects 
of the new act: 

(a) the increase in the tax on capital gains, whereby 
only “ene fineieSs0,000 of gaincm- ne eel een non 
the 25 percent alternative tax. 

(b) the provision which stipulates that one element 
in the executive's compensation package must be eval- 
uated in terms of its impact on another element of 
Nis total pay. 

This latter 1s something new in this kind of legis- 
Jation. Jt provides that an individual's earned income (that 
part of his income eligible for the new 50 percent maximum 
tax) may te affected by the tax preference income he reports, 
which includes stock option gains at date of exercise plus 
one-half of all capital gains. This tax preference income 
meryy also be subject to a new "minimum tax” of ten percent. 
ilies, the Tax Act's impact on stock option gains requires 
feeccscsessment of provisions involving the minimum, tax, the 
maximum tax, and the alternative tax on capital gains. 

This new interdependence of one element on another in 


the total compensation package tends to confuse each element's 


individual incentive value. For example, discounting capital 





larch Patton, "Thinking Ahead,'"' Harvard Business Ke- 
vaew (September-October, 1970), p. 25. 


tlanch Patton, "Executive Compensation Inequities," 
Besiness Horizons (April, 19/70), p. 7c. 
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Bains © Stock Options 99925 aoe no longer gives the 
executive an accurate measure of his profit, since complex 
tax considerations have now been injected where none existed 
before. In such a situation, the short-term incentive, re- 
presenting the "bird-in-hand," tends to erode the value of 
the longer-term incentive. 

The 19693 Tax Reform Act also gave short-term incen- 
tives another big boost by establishing the 50 percent 
maximum individual tax rate starting in 1972. "When fully 
operative, this provision will be equivalent to a $10,000 
raise for the executive with $150,000 in net taxable income ."-4 
The spendable income yielded by this change in the maximum 
tax rate has the effect of downgrading all kinds of deferred 


income, including capital gains that may result from stock 


option profits in the future. 


Increasing Disillusion 

The net effect of the last two tax acts and the stock 
market slump in 1969 and 1970, is a severe reduction in the 
incentive value of options. The more sophisticated executive 
has become aware that the three-year holding period of the 
1964 Act and the constraints of the 1969 Act, make capital 
Beams profits from Options Less ers fe Consider the 


following case as offered by Arch Patton: 


12pyecutive Pay to Climb Faster in Next Five Years," 
imdustrial Week (May 11, 1970), p. 24. 








The president of a consumer goods company recently 
went shopping for two highly entrepreneurial top exec- 
utives. He was in an unusually good position to attract 
men of this temperament, for he had founded his own 
company and built it to annual sales of nearly $100 
Million in less than a decade. Further, he was the 
dominant stockholder and willing to pay whatever it took 
to get the right men. , 


The two candidates he settled on were senior exec- 
utives in competitor companies with sales in excess of 
$l billion. Both men received cash compensation of 
more than $100,000, well above what the same jobs in 
the president's relatively small company were valued 
at in the marketplace. But he felt that these men 
would be worth any reasonable premium, and agreed to 
meet their cash income needs. The two candidates also 
had sizable stock options in their companies, and here 
the president believed he had a big advantage. Their 
very large companies were growing at industry's 6% 
rate, while his company was surging ahead at better 
than 35% compounded ... and probably would continue 
this growth rate for several more years. 


Despite a stock option offer worth more than $1 million 
for each future doubling of the company's stock price, 
both men decided against accepting the job offer. 
Indeed, the president agreed to double the size of 
these already generous options when he sensed this 
meluctance £O qoin his company = ~~ without Success. 
These apparently highly motivated men simply did not 
Believe that stock options would pay ofl ior chem>, even 
if the stock price doubled or trebled. Capital gains 
potential of stock options, the classical entrepre- 
neurial incentive of recent years, did not provide 
adequate motivation for these two executives to change 
jobs. 


Not all executives, however, _— become disillusioned 
with stock options. The younger executive, particularly one 
who has not had an option, still finds them attractive. But 
his interest primarily reflects his lack of experience with 
and knowledge of the changes which have resulted from the 


13 anch Patton.  UEninkine Ahneadma siarmverd Business hea 
view, p. 27. 





1964 and i969 Tax Reform Acts. Furthermore, the younger, 
middle-management executive typically regards stock options 
as a secondary incentive. His primary interest is current 
income.?? Thus it is fair to say that the option has not 
lost its secondary value as an incentive, just its primary 
entrepreneurial value. 

Only the very highly paid top executives make the 
important entrepreneurial decisions, and options have been 
an important motivator to those executives where stock option 
plans were in effect. But now, it appears, as a result of 
mee 1964 and 1969 Tax Reform Acts, that industry must build 
its executive incentive program around short-term company 
profits. "The one truly long-term profit incentive was the 


"lS and the message fom Congress on this entre- 


exeock option, 
preneurial incentive comes through loud and clear to ali 
but the youngest executives. 

The implications of the short-term profit focus of 
executive incentives are ominous for the individual company 
and for the economy as a whole. Based on this writer's 
knowledge of incentives, it is his belief that individual 
incentives must directly reflect the corporate interest. 


Yet when incentives are keyed almost exclusively to short- 


term profits, it becomes relatively easy for executive 


144. Spencer, “How Share Incentive Schemes are Working 
G@ut,' Director (June, 1970), pp. 45S/-4359. 


l°tpid., p. 458. 
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interests and corporate interests to differ. Corporate 
concern with building tomorrow's profits tends to increase 
Gurrent costs and to reduce today's profits. Since exec- 
utive incentives are now largely based on current profits, 
igjere 1s reduced motivation to build for the future. —§ Fer 
example: 

Suppose a company is having a good year, but the 
following year is expected to be a poor one. It is not 
Sr ticult under such conditions to add profit to the current 
year by shifting costs to the following year. This would 
have the effect of permitting bonus increases in year one 
without reducing compensation in year two, when no bonuses 
would be paid anyhow. In other words, executive interests 
would differ from corporate interests, and the short-term 
reward focus would offer management an incentive to make 


decisions that are detrimental to the company. 


Rationale for Change 

It is strongly suspected by this writer, that unless 
Congress reinstates some form of entrepreneurial incentive, 
Math a focus on the long-term profitability of enterprise, 
the 1970's are likely to go down in history as a dismal 
decade in terms of the growth rate. Some might take issue 
meh this view, Glaiming that the monqualitied option pro- 


"ices adequate mouivation for the longterm, butedespite the 
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fact that this type of option is offered by any number of 
companies, it does not fill the entrepreneurial need. Con- 
sider: Any profit is treated as current income by the in- 
dividual recipient, and the cost is a deductible expense 
to the corporation on exercise. This tends to influence 
the short-term view. To the extent that individuals sell 
stock at exercise to pay taxes, the nonqualified option is 
unlikely to build substantial executive stock ownership in 
an enterprise. 
To date, few, if any, entrepreneurial incentives 
have even approached the effectiveness of the 1950 restricted 
stock option as a financial inducement for executives to 
build long-term company profits. What can be done about this 
Situation? Obviously, it will take legislative concern 
and action. 
Naturally, every nuance of a stock option program 
cannot be legislated. 
The option is a unique entrepreneurial incentive with 
a long ‘learning curve! as far as effective adminis- 
tration 18 concerned. And for better or for worse, 
the skill with which management administers an option 
milan 12S averitteal TachOr? Tiel bac eee yenesar. 

That cannot be legislated. 

The 1969 Tax Reform Act's phased reduction in the max- 
imum rate on earned income will help restore the loss of 
after-tax income suffered by top management during the past 

l©Robert V. Sedwick, "Trends in Top Management Compen- 


sation," Personnel(American Management Association, July- 
pide &4) 196075 Pe wewo-1. 





60 


two decades. (The policy-level executive's share of total 
corporate payroll, for example, dropped 25 percent between 
1945 and 1968 according to a McKinsey and Company survey 
of 86 large companies.)t’ However, the net effect of the 
Act's tax treatment represents little more than an "overkill," 
Since the 1964 Act and the subsequent stock market slump 
meave left, 1t would seem, just an afterglow of the option's 
previous incentive value. 

It 1s interesting to note that the economic boom of 
the 1950's and 1960's paralleled the life span of the re- 
Bees cted stock option. If, as this writer strongly suspects, 
Congress made a mistake in killing off stock options as an 
effective incentive for building new companies, steps should 
be taken t> rectify this error before the 1970's are too far 
along. Tax reform has seriously undermined the profit po- 
tential of stock options and thus (assuming they are primarily 
motivated by monetary returns) executives are less likely to 


work in the long-range interests of their companies. 


summary 

By passing the Tax Reform Acts of 1964 and 1969, Con- 
gress has reduced profit potential of stock options and 
therefore may have established obstacles to industrial growth 
jmeethe United States. The tax provisions of the two Acts 


may well have had a detrimental effect on top management's 





l/p, H. Durston, “Uproar Over Options," Duns Review 
(iecember, 1969), p. 40. 


Gi 


foae- term buSiies> mela ool meelecmo au eunor tHe go. ACt was 
not readily apparent until the stock market began to decline 
Significantly in 1969. The 1964 requirements to hold options 
for three years and reduce the option life span to five years 
were important factors in destroying the option's entre- 
preneurial incentive. These restrictions, coupled with the 
1969 Act's increase in tax on capital gains and the provision 
on evaluating each pay element in terms of its impact on an 
executive's total pay, created short-term incentives and 
short-term profitability objectives. Because executive 
incentives are now largely based on current profits, there 


@outd follow less motivation to build for the future. 








WHAP TER ey 
CREATING A NEW DEMAND 


The 1969 Tax Reform Act, a bear market on Wall Street 
and galloping inflation have thrown corporations into a 
turmoil over how to pay their top executives, particularly 
those who are paid above $52,000 per year. "There may not 
be many of them, but they have a lot of muscle, and com- 


panies feel it when they aniee 7 Cee 


Reform 

As Consulteamte, lawyers, “andwaeceunrantsnerecam UWpmin 
strategies, virtually every large company has been forced to 
take a hard look at its compensation program. The results 
of these reviews are beginning to take shape. 

1. Cash and bonuses are becoming more attractive, 
while deferred compensation plans grow increasingly risky. 

2. €orporations ere Not Scrappimers coe operon plan... 
IMat they are supplementing them with such devices as non- 
qualified options, phantom stock programs, and tandem stock 
eeerons. Even stoek option swapping is taking place ina 


few companies. 


lia Confusing Payday for Men at the Top," Business 
Week (October 10, 1970), p. 80. 
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3. <A few consultants are pushing flexible “smorgas- 
borg" or "Cafeteria" compensation packages, which allow 
executives to choose how they will be paid. 

Nineteen sixty-nine and 1970 have been years of great 
change in management compensation .. . there have been 
more revisions of management compensation programs in 
the past 12 months than any other recent year. About 
half of the nation's companies have made changes in 
their stock pay programs. 

Not surprisingly, the whole business of options is now 
coming under careful scrutiny. Already, of course, they 
have changed a good deal over the years. As discussed prev- 
1ously, up to 1964, the big stock option was the restricted 
type. When Congress cracked down on restricted options, 


they were succeeded by qualified options. Today, the qual- 


fered option is still popular, but losing its appeal. 


The transition periods 

The stock option had its heyday in the Oe Ss seul 
early 1960's when the top personal tax rate was as high as 
91 percent. But, when a highly paid executive sold stock 
me acquired through options, he paid no mere than 25 percent 
on the gain. 

In 1964 Stme Lop tax was eue ne 7 Ue pevcent. sand mene 
mules Of the game were also changed. )Options had to Be 


exercised within five years rather than ten, as before. 


ZRobert FE. SLoOSsOn, "Executive Pay: A Time of Dramatic 
Change," Natzon’s. Businecs (November op. oo. 
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More importantly, once options were exercised, the executive 
was required to hold on to them for three more years to get 
the lower capital gains tax rate. Previously, the minimum 
holding period had been six months. The changes made options 
increasingly difficult and costly to finance. 

tie 135) tas sheLonin AGe ac tn acini berecs tines COUD 
de grace to the qualified stock option. Beginning in 1972, 
earned income such as salary will be taxed at no more than 
90 percent, while the capital gains rate on such items as 
option gains moves up to 35 percent. And, the executive 
also may have to pay an additional ten percent minimum tax 
on a portion of extremely large preference income items... 
which include one-half of long-term capital gains as well as 
any paper gain on the difference between an option's exercise 
price and the stock's market value. 

The experiences of Litton Industries provide a good 
example of the effect that the stock market can now have on 
mmeoualified stock option plan. As recently as early 1967; 
top executives at Litton Industries were delighted about the 
250,000 shares that stockholders had just voted to set aside 
fer them under a qualified option plan. It was not sur- 
mreasing, for by then every share of Litton, even after a 
for 1 split, was worth $117, and the bull market seemed 


membe patherime strength. “But alt didsnoe end well, tor the 
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happy executives. The Litton plan called for a waiting 
period of a year before the options could be granted, which 
1s not an unusual restriction. This brought its executives 
tO the thweshold of 1968. Even with the price down from 
the previous years peak to the 80's, 70's and 60's, no one 
took the drop for more than an aberration. Considering 

that shares bought under option must be paid for at the full 
market price the day the award is granted, the stocks had, 
in fact, a special new attractiveness. 

There was one big problem however: Litton had thought- 
fully provided an installment plan to go with its options. 
Instead of having to dip into reserves or borrow money to 
buy the stocks with a lump sum payment, Litton executives 
were allowed to pay for them in ecual amounts over a five 
year period, always, however, at the price of the original 
Sent. By the end of 1970, Littem sroek had silidvalil the 
way to 15 1/2 per Pete which is certainly alarming to 
executives whose options provided a "bargain" price of $66 
to $85 a share.? 

Even with the difficulties einer t ess le Unalanacyg 
Industries, options are still far from dead; they are just 
being overhauled to make them more effective in the light 
of current market and tax conditions. In January, 1971, 
McKinsey and Company released a new study which sampled 
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165 Jarge companies ina wide mix of industries. The survey 

showed that qualified options are definitely losing ground 

as the most popular means for extra compensation. 
While 65 percent of the companies with option plans 
were giving qualified options in January, 1970, that 
figure dropped to 58 percent by year end. But more 
Significantly, when companies get around to the 
changes they say they are working on, the percentage 
of qualified option plans could fall to as low as 38 
percent in the near future .. . maybe as early as 
mexta yearn 

What is happening is that companies are putting in 
more flexible, diversified compensation plans such as tan- 
dem options and phantom stock. The use of tandem option 
plans, a combination of both qualified and nonqualified 
options, more than doubled in 1970 and soon, as Exhibit IV 
shows, may account for about one-third of the special plans. 
Similarly, the use of phantom stock, which is essentially 
a fancy way of giving a deferred -tonus, grew by more than 
100 percent in 1970 and is expected to double again. 

In January, 1971, another new study by Peat, Marwick, 
Mitchell and Company, using the latest proxies from 676 of 
the largest companies on the New York Stock Exchange, shows 
that almost 80 percent have now put in some kind of option 
plan, versus /4 percent a year ago. The study also confirms 
that executives were ina hurry to exercise options before 
the new tax law took effect. Managers exercised options equal 


*wrop Men Demand New Kinds of Pay," Business Week 
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to 88.6 percent of their direct pay, aS compared with only 


67.4 percent a year earlier.° 
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Demand for new compensation elements 

But the main point is that vast new complexities have 
been introduced since the various compensation items are now 
interrelated in terms of tax effects. An executive's first 
reaction, it would seem, is to throw up his hands and to 
demand "cash now." As a result, eae companies hire outside 


experts to help their executives sort out the problem areas. 
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And other companies are setting up tax-sheltered investments, 
such aS apartment complexes “andwotmer reall estate ventures, 


in which they let top management participate.° 


Nonqualified stock options.--At the heart of the search for 
new compensation schemes, to combat the provisions of the 
1969 Tax Reform Act, 1S a surge of interest in the nonqual- 
afied stock option. It differs from the qualified stock 
option in that the exercise period is not limited to five 
years and there is no three-year holding requirement, making 
it less costly to finance. The nonqualified option can also 
be issued at less than market price. Any paper gain between 
iene market and the exercise price is faxed at the 50 percert 
"earned income" maximum upon exercise, while the company 
gets a deduction for the same amount as a salary expense. 
Charles Peck, analyst for the American Management Association, 
said; "A good flexible arrangement, maybe with a provision 
for installment buying, is what a lot of companies need, and 


adding the nonqualified option is one way to get it." 


Tandem stock plans.--While a few companies have gone to non- 
qualified options, more interest is in the new tandem plans 
that combine both qualified and nonqualified options. Tandem 
options are being used in two ways. Under one scheme, the 


compensation committee can grant either qualified or nonqualified 
6 | 
1 bad. 5 memo va 
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options to executives as they see fit. Other plans grant 
executives both kinds, and let the manager choose which he 
Will exercise. McKinsey and Company contends that tandem 
plans provide "a hedge against still more tax law changes in 
the future, as well as flexibility for individual executive 


needs."8 


Emeantom stock planse.. = Late in “mes oprinesor 197 0-e inter— 
national Telephone and Telegraph (ITT) unwrapped a new com- 
pensation package for its executives. In line with the 
trend, the ITT plan includes both qualified and nonqualified 
stock options. Of even greater interest though, it offered 
for the first time, a third incentive that the company care- 
fully labels a "performance stock unit plan." But, by this 
or any other name, what ITT is actually giving its top 
executives is one of the most versatile, if least known, 

of all corporate motivators: pharmtom stock. 

Phantom stock could enjoy a tremendous surge in popu- 
larity in the wake of the 1969 Tax Reform Act. Phantom stock 
does not qualify for capital-gains treatment, which is probably 
the main reason it has remained obscure. But the new law 
makes capital-gains income much less appealing than it was 
under the old law. As the name implies, phantom stock awards 


do not consist of actual stock. Instead, the company credits 


SBusiness Week, p. 66. 


YJohn C. Perham, "Phantom Stock: Better than Options," 
Duns Review (September, 1970), p. 33. 
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Ehe €Xe€CuLive with @ nUMberrom stocker ts. “yinich pase or 
fall in value as the company's stock rises or falls in the 
market. Under some phantom plans the full value of the 
fictitious Stock ise eventualiyedtctmmpbred sto tne —=xccutive, 
while under others only the amount of any gain in market 
value is paid out. Either way, the executive can profit 
from the performance of his company's stock without risking 
any of his own capital. The phantom plan also provides an 
advantage to the company, since any distributions are tax- 
deductible; qualified options, by contrast, do not provide 
tax deductions for the company. 

Phantom stock plans, though little publicized, are 
not really new. They have been around for over 15 years, 
and among the long-time users are du Pont, General Motors, 
Union Carbide, Koppers, Bethlehem Steel and Eastman Kodak.?+ 

In its simplest form, the executive is awarded units 
equal to a certain number of imaginary shares of company 
stock and receives every year a sum equal to the dividends on 
these shares. The payments are usually accumulated in the 
executive's account until he retires, although a number of 
the companies pay out the cash each year. -Thus, while the 


market fluctuations of the company's stock can affect the 


executive's overall compensation, he is assured of a healthy 


1Oanthur M. Louis, "Hidden Jokers in the New Tax Deck," 
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payoff year after year regardless of market performance, 
Just as long as the company keeps paying out dividends. 14 
PeeckVOUG@ers Bec EOn DCm Ohi pier teem OUL STOCK Opt1.0n 
awards, not to mention six-figure salaries and bonuses, 
particularly when they are upset over market losses and 
falling earnings. But, they are less likely to complain 
about compensation based on dividends, a benefit they also 
receive and would themselves like to see get bigger each 
year. 

The cumulative effect of phantom stock can really 
become ‘ipeeuaeee Not only does the executive collect 
the dividends on his units everytime the company makes a 
payout, he can also be awarded new units year after year. 
As units are added to units, and dividend payouts to div- 
idend payouts, the executive's account can build up spec- 
feecularly. 

The real beauty of phantom plans for the executive is 
that he is not required to risk a cent of his own money and 
so never has to worry about financing. Compare this with 
the plight of the executive with stock options caught in a 
tight-money, bear-market situation. 

Any payments made from the account of the executive 
are taxable in the year they are received. The executive 


has the option of deferring payment, and therefore his 


125ohn C. Perham, Duns Review, p. 33. 
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taxes, for as long as fifteen years, but that would almost 
certainly make his compensation ineligible for the 50 percent 
maximum tax rate applied to earned income. 
Indeed, there is some disagreement among tax experts as 
to what, if any, phantom-stock income can be considered 
earned income. _The Treasury Department has not ruled 
on this matter. 

While considerable space has been devoted to phantom 
stock plans, this writer feels that this type of plan will, 
1f any plan at all can, replace the stock option as the 
prime long-term incentive; and this has only come about by 
federal tax legislation and its impact on stock options. 
The future of phantom stock plans is, admittedly, uncertain 
Since Congress may decide to tight2n up on all forms of 


deferred compensation. The fact remains, however, that it 


did pass through the 1969 Tax Reform Act unscathed. 


Swapping stock options.--Amid all the turmoil and disappoint- 
ment that surrounded the bull-market options in the bear 
market at the close of 1970, and the announcement of the 
Seesappointing effects of the 1969 Tax Reform Act on stock 
options, companies have been trying to figure a way to make 
options more attractive. New gimmicks have been established 
and one of the more interesting is the option swap. ie 
essence the company is telling their executives to turn in 
Bicir useless old options and the company will give them an 
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equal number of new ones, priced to'fit the collapsed market. 
The idea sounds attractive. The company relieves the partic- 
ipent Or pas tarnished right to buy stock at bull market 
prices and awards him a new option adjusted to the bear 
market. "In this way management hopes to kindle enthusiasm 
for one of its favorite tools for rewarding executives and 
keeping them happy in their jobs."t9 

There 1s a hitch, however, for no company can blithely 
call in old options just because they appear to be worthless, 
declare them null and void and replace them. In other words, 
these new options are not exercisable until such time as 
the surrendered options would have expired. The Internal 
Revenue Service considers them still in effect until their 
scheduled expiration which is five years from the date of 
issue for qualified options. 

The executive who accepts the proposed swap receives 
a piece of paper that has no value until his options run out. 
iteeaoes provide him with a timely psychological Patt, by 
letting him know that management is attempting, within the 
framework of the law, to do all they can to make the options 
worthwhile as a means of compensation. 

In one variant or another, announcement of option 
swaps have recently come from Fairchild Camera and Instrument 


Corporation; from Gulf Resources and Chemical Corporation; 
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from the Questor Corporation; and from Sears, Roebuck- 
eguaeaem bed De Soto, Incorporated (a maker of paint and 
coatings) ,16 Gulf Resources appears further along in the 
SWapping process than some of the other companies. In their 
1970 proxy statement, "A total of 48 optionees surrendered 
178,650 options exercisable at an average per share option 
price of $23.60 for new options covering 178,650 shares 
exercisable at $9.125 per shane"! 

From management's viewpoint, swapping options does 
have an advantage since it can take options out of circulation. 
50, aS it grants new options, it can take an equal number 
out of circulation, thus keeping the total number of shares 
outstanding within limits approved by the stockholders. 

The option swap is better than nothing, but its 
advantages to the participant are limited. What he really 
receives is an eventual claim on the stock ae today's prices. 
Thus, he is gambling that over the next few years the stock 
market will go up. The point comes to mind, however, that 


this was the same motivation he had when he exercised options 


originally. 


summary 
Stock options are far from dead, but recent tax legis- 


lation has céused considerable corporate deliberation on the 


18tphid., p. 4s. 
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best way to pay their top executives. Stock option plans 
are particularly receiving wide attention because most of 
the provisions of the 1969 Tax Reform Act are considered to 
be unfavorable to the heavily compensated top executive. 
Other new elements of compensation are probably receiving 
equal attention, if not more. 

There 1s little question that stock options are losing 
their appeal as far as the executive is concerned. If the 
executive loses interest, then the corporation must do some- 
thing to assure the recapture of his interest and confidence. 
How oan 2ia options or closely related compensation elements 
be made more attractive? Corporations are devising alter- 
native measures which will provide, within the limitations 
of the law, a motivational impact on the executive. Non- 
@ealified stock option plans, tandem stock option plans, 
phantom stock plans, and option swapping are some of the 
remedies. The most appealing appears to be the phantom stock 
plan, for it offers a higher degree of long-term incentive 


without any financial risk to the executive. 





Chi’ Eeieal ey, 
CONCLUSION 


Every field of endeavor has its prophets and the field 
of executive compensation is no exception. This is especially 
true whenever major tax legislation changes occur. Corporate 
management and the individual executive certainly do their 
share of prophesying, and with recent tax legislation changes, 
the “executive suite" is pondering the alternatives of exec- 
utive compensation today. 

Stock options can be eminently successful and extremely 
efficient in rewarding the highly compensated executive, pro- 
vided they are blessed with favorable tax considerations. 

They can make possible levels of compensation otherwise un- 
attainable under the personal income tax structure. This is 
not, however, universally true. Stock options in the early 
1960's, for example, had advantages for the executive whose 
annual salary was approximately $75,000. Below that level, 
where a great number of options existed, it was generally 
true that a simple increase in salary would have been of 
greater benefit not only to the executive but also to the 
company. These findings or conditions were not plausible in 


the 1970 economy. 
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Ine Stock Opt tediere ces dete sotto Comeressional 
sanction via the 1950 Revenue Act. This legislation was’ to 
have a decided impact on executive compensation for the next 
twenty years, for it created the restricted stock option, 
one of the most powerful top executive motivators industry 
has ever known. The reason for restricted stock option 
Success was that through the 1950 Revenue Act, executives 
were granted long-term capital gains tax advantages, the 
result of which, was an almost overnight boom in the use of 
corporate stock option plans. The 1950 Revenue Act, in 
effect, liberalized the treatment of stock options and made 
them much more attractive as a means of compensation. The 
1954 Revenue Act further refined the provisions of the 1950 
Revenue Act, by providing ground rules for the timing of and 
Mamatatiorns for reporting of capital gains. 

The restricted stock option flourished during the 
1950's and 1960's as evidenced by various surveys conducted 
by such notable consulting firms as McKinsey and Company and 
Robert E. Sibson and Company. These firms, along with the 
National Industrial Conference Board, provided sufficient 
statistical information to validate the widespread use of the 
stock option. Approximately two-thirds of all companies 
listed on the New York Stock Exchange during the 1950's and 
early 1960's is a good indication of the attractiveness of 


the stock option. The manufacturing and retail trade industries 
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utilized the stock option as an executive motivator to the 
greatest extent. Within industries, regardless of type, 
most option programs were found in the high annual revenue 
companies. Stock option gains were particularly impressive, 
sometimes amounting to five times an executive's annual base 
Salary and bonuses. 

It may appear that with the passing of the 1950 Revenue 
Act that all companies and all executives were proponents of 
stock option programs, but this was not true. There were 
many opponents from the private and public sectors who nor- 
mally based their objections on, what they considered to be, 
unreasonable tax preferential treatment afforded stock options. 
Although formal objections were registered in federal courts, 
they were almost uniformly unsuccessful. Congress maintain2d 
its position that there was a need for tax relief for the top 
executive who was willing to risk capital, career, and repu-- 
tation for the enterprise. Thus, tax advantages augment the 
Beotitability of stock options. Moreover, there would have 
been no extensive executive interest in corporate adoption of 
stock plans in the 1950's if there had not been accompanying 
tax advantages. Tax legislation in 1950 gave stock options 
their greatest impetus, and in the process, made many an 
executive a wealthy man. | 

After 1950, tax legislation had little impact on exec- 


utive and corporate interest in stock options until the mid-1960' 
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Nineteen-sixty-four heralded the 1964 Tax Reform Act. This 
Act had a significant influence on the types of stock options 
adopted, but not on the prevalence of stock option programs. 
The 1964 Tax Reform Act took much of the steam out of re- 
pee C Led aweOCk ODELONS cnGmproeiGedman cr cilewOrk. Lom silmue fume 
the qualified stock option plan. The legislation had the 
effect of "freezing" the further use of restricted stock 
options and substituting qualified options in their place. 

The main provisions affecting stock options were the 
requirements that options be exercised in five years in lieu 
of 10 years (as with the restricted stock option) and shares 
must be held for three years, (instead of six months) before 
mney could be sold. Although these were not the only pro- 
visions, they did have a decided impact on the fall of the 
restricted stock option. The net result was a complete turn 
around, with almost three out of four option plans being of 
the qualified type. 

Without a doubt, the 1969 Tax Reform Act has had a 
greater impact on executive compensation, and particularly 
stock option plans than any tax legislation since 1950. The 
effects have been dramatic, not only to the executive, but 
also to the corporation. It has virtually eliminated the 
further development of the restricted stock option. The 
corporation 1s presently in areal quandary in its attempt 


to develop a compensation package which will be attractive 
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to the executive while maintaining the lowest possible costs 
for each element of the package. The new tax provisions 
have a decided effect on each element of the compensation 
package since they specifically apply to earned income, tax- 
preference income and capital gains. 

There is little question that the top executive exer- 
cising stock options today finds himself in a less favorable 
iex DOSLEMON as a result of the 1969 WLaxekeform Acre, By 
actual tax calculations for a hypothetical executive (Exec- 
utive Jones) in Chapter II, under reasonable income circum- 
stances, this point was illustrated. Many executives have 
found the advantages of capital gains too small to make extra 
risks worthwhile. While a complete discussion of the pro- 
visions of the Act was presented in Chapter II, it is signif- 
meant to note that beginning in 19/72) ene capital gains 
rate will go up to 35 percent for gains of more than $50,000, 
as opposed to the 25 percent tax on all capital gains under 
the old law. This increase, plus the provision of reporting 
paper gains between the option price and the market price as 
tax-preference income for the three years prior to the top 
executive's eligibility to sell the stock, make the qualified 
option a less desirable element in the compensation package. 

Through utilization of a cost-benefit procedure, it 
was possible to rank the various stock options, based on the 


after-tax, present value cost to the company of providing 
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a given after-tax, present value benefit to the executive. 

A visual check of the alternative costs developed in Exhibit 
fil, Chapter Il, clearly shows that by using the provisions 
Stethe 1969 Tax Keroriecc tywienecm du ctlmmteematnds POciriel eC Led 
stock options are relatively inefficient in a monetary sense. 
It would appear that stock options, under the present tax 
structure, have little right to be included in the compen- 
sation package. 

Chapiter” TIN ev ered Cie arin seore geeliic mele irc MG umn oro 
Tax Reform Acts on the entrepreneurial incentive value of 
stock options. There is little doubt that Congressional 
- endorsement of the 1964 and 1969 tax legislation reduced the 
attractiveness of the stock option and therefore crippled 
one of the most influential factors in long-range industrial 
prowth. ‘Tax reform has seriously undermined the profit 
potential of stock options and thus executives are less likely 
to work in the long-term interests of their companies. How 
much this country stands to lose as a result of the new 
enterprises not born can not be determined, but the two 
Acts have taken their toll. 

The effect of the 1964 Tax Reform Act was not readily 
meparent Ultal iGo. whem Ene sreeceiareccusplumnetean. The 
Pee.. by raising Gme wholdins perlodgd for seapital gains fo three 
years and reducing the option life to five years, contributed 


to the decline of the stock option as a major incentive. 
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This fact was not generally recognized because the stock 
market prices rose appreciably during the late 1960's, 
over-Shadowing the deleterious effects of the tax reform. 
However, in 1969, it became all too clear when many exec- 
utives had to sell their options to cover high interest 
payments on loans originally made to buy the options. 

Corporations are not scrapping stock options as a 
result of the 1969 Tax Reform Act, but they are definitely 
looking to new avenues for executive compensation. The stock 
options have lost sufficient appeal to the top executive 
that corporate management must be able to provide suitable, 
Substitute inducements. During 1970, at least four new pro- 
grams have received wide attention; nonqualified stock options, 
tandem stock options, phantom stock, and raion Swapping. 
While option swapping is not widespread in industry, the 
other three have gained momentum at the expense of the 
qualified option. The problem is to develop that formula 
of executive compensation which will provide the executive 
with a hedge against the provisions of the 1969 Tax Reform 
Bot. 

How has federal tax legislation influenced corporate 
and executive interest in stock options during the period 
1950-1970? The impact of tax legislation on corporate and 
executive stock option plans during the past 20 years has 


been extensive. Tax legislation provided the major impetus 
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for the creation of the restricted stock option in 1950, 

let restricted option plans flourish for about 13 years and 
then provisions of the 1964 Tax Reform Act reduced restricted 
stock option plan desirability for the executive. As a 
result, corporations shifted to the qualified stock option 

in order to provide executives with the incentive to meet 
their own individual needs as well as the entrepreneurial 
needs of the firm. The qualified stock option remained as 

a powerful form of supplemental compensation until enactment 
of the 1969 Tax Reform Act. The provisions of this Act 

again set corporations to the task of finding new ways to 
maintain executive interest in stock options, having realized 
that the executive, by maintaining his present stock option 
program, was subject to higher taxation than he formerly 

mes. Thus, from @aeietro 1970, theveerporatien Continually 
sought that entrepreneurial incentive that would stimulate 
the executive to work in the best interests of the firm, 
while attempting to develop new stock option programs for 

the executive which were of greatest personal benefit to 

him in terms of the effect of tax legislation changes. The 


search for the right entrepreneurial incentive continues. 
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